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Abstract 
Gone are the days when inflation fears had receded under years 
of “Great Moderation” in macroeconomics. The US subprime 
financial crisis, the ensuing “Great Recession” and the sovereign 
debt scares that spread throughout much of the industrialized 
world brought about a new order characterized by higher 
inflation volatility, severe commodity price shocks and 
uncertainty over sovereign bond creditworthiness to name just a 
few. All of which tend to put in jeopardy both conventional 
inflation protected strategies and nominal unhedged ones: from 
reduced issues of linkers to negative long-term real rates, they 
call into question the viability of current strategies. This paper 
investigates those game changing events and their asset liability 
management consequences for retail and institutional investors. 
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discoveries in the eighties led to a dramatic underinvestment in oil production whose 
consequences would only be felt at the end of the noughties: an ever rising demand became 
no match for the growth in production. As the financial cataclysm hit the world’s most 
advanced economies, crude oil prices returned to a high and volatile state, driving inflation 
upward in most countries and threatening to annihilate any timid sign of economic recovery. 
Throughout this period, the very nature of inflation drivers had changed as headline inflation 
indices faced a roller-coaster ride of a very different nature from the one experienced in the 
seventies (Blanchard & Gali, 2007): core inflation was now flat for every advanced economy 
(van den Noord & André, 2007) and (Todd & Stephen, 2010).  
 
Figure 2: Real sovereign 10 year yields for France, the UK and the US 
 
 
The subprime crisis and the ensuing “Great Recession” (Farmer, 2011) have had a 
lasting impact in the form of depressed economic activity and non-existent wage increases 
contemporaneously with inflation creeping upward (Levanon, Chen, & Cheng, 2012). While 
the effects of the non-conventional monetary policies implemented in the wake of the 
financial crises have not yet shown any clear signs in terms of inflationary activity, negative 
long-term real rates became a pressing reality for asset liability managers: the dangers posed 
by ever growing unhedged inflation liabilities seem all the more acute as constantly increasing 
flows of investors spooked by the surge in inflation and the financial market crash sought 
inflation protection. There are few reasons for this demand to abate as the populations in 
advanced economies age while seemingly being unable to reform their increasingly fragile 
redistributive pension systems, the consequences of which will most probably be an increase 
in the demand for private pension schemes, which have embedded purchasing power 
guarantees, synonymous of inflation protection (Zhang, Korn, & Ewald, 2007). As the 
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such as linked bonds or swaps. All other asset classes have only time-varying hedging 
capabilities and therefore offer limited protection (Attié & Roache, 2009). Linked bonds have 
accordingly become the core of inflation hedging literature and make up the bulk of inflation 
hedged portfolios today (Bodie Z. , 1988). Yet, this one and only solution remains 
unsatisfactory for many investors: linked bonds are available in limited supply and 
accordingly suffer from low returns and less than optimal liquidity and depth compared to 
their nominal equivalents (D’Amico, Kim, & Wei, 2008). This is partly due to the fact that 
more than thirty years after their introduction in the United Kingdom, the issuance of private 
linked bonds has remained largely marginal and therefore confined to a few sovereign or 
quasi-sovereign issuers (Garcia & Van Rixtel, 2007). The problem has become all the more 
acute as the current sovereign crisis has raised credible questions on the opportunity for 
sovereign issuers to stick to their real issue policy in the face of rising costs as inflation crept 
up and long-term real rates, which have turned negative, have become the norm for many 
large nominal sovereign issuers. 
 
Figure 4: The share of linkers in sovereign issues for France, the UK and the US 
 
 
As good times bring on bad habits, the “Great Moderation” era (Stock & Watson, 
2003) of the decades preceding the subprime crises was no exception. This period witnessed 
an exceptional context of low and stable inflation which progressively relaxed the inflationary 
fears of the seventies and smothered memories of the high and volatile inflation which had 
characterized it. Rising inflation volatility at the turn of the last decade brought back those 
fears believed to be long lost and resulted in a new wave of interest in inflation protection. 
But the most pernicious effect of this new context was yet to come as nominal rates went 
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When it comes to inflation linkage, they can be separated into inflation-driving and inflation-
driven ones. On the one hand, as commodity price changes feed directly into inflation and, 
conversely, cash rate hikes counteract it when they are used as monetary policy tools, they 
both naturally qualify as inflation drivers. On the other hand, since bond investment dwindles 
under rising inflation or, inversely, real estate investments should go up as rents adjust to 
inflation, it firmly anchors them in the inflation-driven side of our categorization of 
investment classes. It is worth noting that equities also mostly behave as inflation-driven 
assets even if its impact seems particularly investment-horizon dependent: as they are stores 
of relative value, which entitles their holders to the share of a real assets’ cash flows, they 
should be inflation neutral at the long end as nominal cash flows gradually adjust to inflation 
over time, but should be negatively impacted in the short run until the inflation adjustment 
takes place. 
 
Figure 5: Commodities before and after the Great Recession 
 
 
From a portfolio protection point of view, investing in inflation-driving assets seems the 
prudent choice as they should perform better at hedging inflation risk in both the short and the 
long end, therefore providing investors with an inflation-protected liquidity option on their 
investment at any time. Commodities thus arose as the potentially lucrative real-return 
yielding alternative asset class even if their price variations are significantly more volatile 
than those of the liability benchmark they are intended to outperform (Bodie Z. , 1983). In this 
context, are current allocation techniques performing satisfactorily or should we endeavor to 





















Lemaire, Allocating Commodities in Inflation Hedging Portfolios: A Core Driven Global 
Macro Strategy, 2012) goes down this path in applying advances in macroeconomics to 
achieve an efficient allocation. 
 
Figure 6: The evolving correlation between commodities and inflation in the US  
 
 
As commodity prices rose, economic agents’ perception of their impact on inflation 
seems to have amplified. Indeed, their increasing influence on the Consumer Price Index 
(CPI), a proxy measure for headline inflation, has been extensively documented by 
econometricians and macroeconomists in the last two decades (Blanchard & Gali, 2007). It 
appears that around the mid-nineties a macroeconomic paradigm shifting began to unfold in 
the following way: while the pass-through of exogenous commodity price shocks into 
headline inflation increased by a half, the equivalent pass-through into core inflation seems to 
have ceased. While these results should have profound implications for liability-driven 
commodity investors, there is still a clear gap in the literature on this subject as no one seems 
to have exposed the financial implications in terms of allocation technique those economists 
have paved the way for. This is especially true of the link between investable commodities 
and inflation liabilities: we therefore proceed toward our macro-driven allocation by first 
evidencing a link between the headline to core inflation spread and tradable commodities. We 
subsequently intend to exploit this link in three ways: Firstly by devising an efficient strategic 
allocation using core inflation forecasts to determine the commodities’ natural weight in the 
portfolio as dictated by our macro approach. Secondly by testing a tactical allocation strategy 
which would time the inflation pass-through cycle to dynamically determine the optimal share 
of commodities in the allocation. And finally by proposing a strategy to arbitrage core 
inflation-linked derivatives by cross-replicating them with commodity portfolios. In light of 


















































































 pitfall of t
e Bank (Li
lation whic
nt of the h















Be it in the
these soluti










































 it raises th












e way for 
ed market 



























































 only the c
he pass-thr
ld be treate











































ch of an in
d market w




















 invest in 































d in the 
ogenous 














d be the 
ry in the 
12 
 
Figure 7: The volatility spread between headline and core inflation in the US. 
 
 
To make-up for the lack of an investable asset, we could go forward by imagining a 
core versus headline inflation swap that would see long-term players receive a fixed rate for 
the spread between headline and core inflation and short-term players be on the other end of 
the trade (Fulli-Lemaire & Palidda, Swapping Headline for Core Inflation: An Asset Liability 
Management Approach, 2012). Long-term players would most obviously have to roll swaps 
in order to have a continuous cover which maturity cannot extend beyond the one of short-
term players. Since core inflation is particularly sluggish over short horizons, we are 
particularly focusing on the strategy that would see long-term players invest in linkers 
whereas short-term players would invest in nominal bonds and both parties would engage on 
opposite sides of the inflation spread fixed-for-float rate swap. Long-term players would 
obtain a real rate and a core floor plus a fixed risk premium while short-term players would 
achieve a nominal return minus a fixed rate and a volatile-inflation-part hedge. They would 
still remain at risk on the core inflation part which looks like a reasonable risk for short to 
medium maturities but should benefit from much higher real returns as a result of this 
accepted risk. This approach would offer both a synthetic core-linked asset for long-term 
hedgers and offer enhanced returns for short-term hedgers. Their demand for inflation hedges 
is currently severely curtailed by extremely low real rates at the maturity they could invest in. 
In essence, it yields an intermediated commodity investment for short-term players which 
would boost their return on a risk-adjusted basis. The second additional benefit of this new 
derivative would be the onset of a market curve for core inflation that could be derived from 
the trading of these swaps and enable easy mark-to-market valuation of other core-linked 
securities in balance sheets, therefore also easing the way for future issuances of truly core-
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The third and last alternative proposed here consists in drawing a wedge between long-
term and short-term inflation hedgers in order to differentiate their optimal hedging 
investment between headline and core linked assets. Following the premises of a core-linked 
inflation market born out of the issuance of the first investable US core inflation proxy by 
Deutsche-Bank (Li & Zeng, 2012), (Fulli-Lemaire & Palidda, Swapping Headline for Core 
Inflation: An Asset Liability Management Approach, 2012) propose a swap to optimally 
transfer the reference mismatch between our two classes of investors. It would be a make-up 
solution for the lack of outright core-linked assets for long-term investors and a way to 
enhance the real return of short-term investors at the same time. Were such core-linked 
markets to develop, we would have to rewrite the current asset liability management practices 
to reflect this shift. We could in particular envisage shifting long-term liabilities such as 
pension contracts towards a core benchmark since a regime change would at worst bring core 
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